M/^'  cp\v.3-\  y^ 


312Qfc,b    0570    7flTfl    3 


Provider  Lease  Program 


Tax-exempt  Financing 

for 

Human  Service  Organizations 


fe 


ty  ot  lit 


?# 


Massachusetts  Industrial  Finance  Agency 
Office  of  Purchased  Services 

-Executive  Office  for  Administration  &  Finance- 

Executive  Office  of  Human  Services 


f 


i 


Introduction 

The  Massachusetts  Industrial  Finance  Agency  now  offers  a  way  of 
financing  real  estate  costs  of  non-profit  human  service  organizations. 
Developed  in  conjunction  with  the  Executive  Office  for  Administration  and 
Finance's  Office  of  Purchased  Services  and  the  Executive  Office  of  Human 
Services,  MIFA's  Human  Service  Provider  Lease  Program  ultimately  lowers 
the  cost  of  helping  the  Commonwealth's  citizens  in  need. 

The  human  service  network  has  a  continuing  need  for  capital.  Most 
of  the  1 300  providers  have  neither  adequate  working  capital  nor  sufficient 
fixed  assets  to  assure  their  long  term  financial  viability.  This  problem  is 
compounded  by  the  fact  that  most  providers  do  not  own  the  properties  they 
use  to  provide  services.  Instead,  they  lease  properties  at  rents  which  grow 
each  year  due  to  inflation  and  other  market  factors. 

The  Provider  Lease  Program  gives  human  service  providers  the 
security  of  a  long  term  lease  without  escalating  rents,  as  well  as  the  prospect 
of  property  ownership.  Moreover,  the  program  offers  100%  financing  so 
that  the  providers  do  not  have  to  tie-up  their  scarce  financial  resources  in 
real  estate. 

Stabilizing  the  real  estate  costs  of  human  service  agencies  helps  the 
Commonwealth  better  predict  future  budgeting  requirements  and  redirect 
savings  to  vital  services  -  without  using  additional  tax  dollars. 


How  the  Program  Works 

The  Human  Service  Provider  Lease  Program  uses  the  proceeds  of  long 
term,  fixed  rate  tax-exempt  bonds  to  purchase  properties  for  non-profit 
human  service  organizations  that  contract  with  the  state.  Tax-exempt  bond 
financing  is  similar  to  conventional  real  estate  financing  except  that  interest 
earned  by  the  bondholders  is  exempt  from  federal  and  state  income  taxes. 
The  tax  savings  are  passed  on  to  the  borrower  in  the  form  of  lower  interest 
rates. 

Basically,  the  program  works  as  follows: 

•  MIFA  has  created  a  wholly-owned  non-profit  affiliate  called 
MassCare  Capital,  Inc.  to  manage  the  program.  Once  a  human 
service  provider  identifies  a  property  to  purchase,  MassCare  Capital 
acquires  the  facility,  then  leases  the  property  back  to  the  provider 
under  a  long  term  lease. 

•  The  provider  continues  to  make  lease  or  rent  payments  as  before. 
The  difference  is  that  under  the  program,  the  payments  are  fixed 
over  a  20  year  period  and  are  guaranteed  not  to  escalate. 

•  To  make  the  program  most  efficient,  MassCare  Capital  "pools"  the 
financing  for  a  number  of  properties  into  a  single  bond  offering. 
Often,  the  cost  of  an  individual  project  is  too  small  for  the  money  to 
be  raised  through  the  bond  markets.  By  combining  the  projects,  the 
transaction  can  attract  investor  interest  from  the  public  markets 
("Wall  Street").  Pooling  the  financings  into  a  single  bond  issue  also 
streamlines  the  documentation  process  and  spreads  out  the  costs  of 
issuance. 

•  An  important  component  of  the  program  is  that  it  provides  100% 
financing.  For  the  first  two  pools  under  the  program,  MIFA's  bonds 
covered  85%  of  each  project's  cost.  The  remaining  15%  was 
financed  through  a  subordinate  loan,  arranged  by  MIFA,  from  a 
commercial  bank,  also  at  a  fixed  interest  rate.  In  addition,  a  portion 
of  the  closing  costs  was  financed  through  the  issuance  of  taxable 
bonds. 
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•  When  the  bonds  mature  in  twenty  years,  MassCare  Capital  will 
transfer  ownership  of  the  property  to  the  providers. 

•  Providers  can  also  participate  directly  in  MIFA's  tax-exempt  bond 
program,  under  which  the  provider  retains  title  to  the  property.  In 
this  option,  the  mortgage  on  the  property  is  pledged  as  security,  and 
loans  cannot  exceed  85%  of  the  appraised  value. 

The  Provider  Lease  Program  enables  human  service  organizations  to 
gain  access  to  capital  at  a  cost  that  is  well  below  market.  This  low  cost  of 
funds  is  reflected  in  the  long-term,  fixed  rents  paid  by  the  providers  to 
MassCare  Capital. 

For  the  Commonwealth,  which  reimburses  the  providers  their  rent, 
fixing  these  real  estate  costs  means  long  range  stability  and  a  more 
manageable  budgeting  process. 
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Answers  to  Commonly  Asked  Questions 
about  the  Provider  Lease  Program 

Q.    Which  human  service  organizations  are  eligible? 

A.  Non-profit  organizations  that  contract  with  state  agencies  to 
provide  human  services  are  eligible  to  participate  in  this 
program.  Currently,  there  are  about  1300  such  providers,  and 
the  state  spends  approximately  $800  million  a  year  to 
purchase  services  from  these  organizations.  Eligible 
organizations  must  have  tax-exempt  status  under  Section 
501(c)(3)  of  the  Internal  Revenue  Code. 


Q.    What  can  be  financed  under  the  program? 

A.  This  financing  can  be  used  to  purchase,  refinance,  and/or 
improve  properties  currently  being  leased,  or  to  purchase  new 
properties.  While  the  program  does  not  provide  construction 
financing,  if  the  provider  is  eligible  forthe  program,  a 
commitment  for  permanent  take-out  financing  may  be  given. 


Q.  What  can  the  properties  be  used  for? 

A.  The  property  being  financed  can  generally  be  used  for  any  of 
the  tax-exempt  purposes  of  the  provider,  including 
administrative,  residential,  or  non-residential  purposes. 


Q.    How  much  can  be  borrowed? 

A.  Obviously,  the  larger  a  property  to  be  financed,  the  more  cost 
effective  the  transaction  will  be.  Nevertheless,  properties 
costing  as  low  as  $250,000  have  been  financed  through  the 
program.  To  date,  the  largest  financing  for  a  single  property 
has  been  $5  million;  the  average  is  approximately  $600,000.  In 
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some  cases,  a  single  financing  transaction  has  covered  two  or 
more  properties  leased  to  the  same  provider. 


Q.    What  percentage  of  property  cost  can  be  borrowed? 

A.  The  program  provides  for  up  to  100%  financing  of  the  cost  of 
a  property  (assuming  that  the  appraised  value  adequately 
supports  such  cost).  This  is  in  sharp  contrast  with  conventional 
financing  which  typically  requires  an  equity  down  payment  as 
high  as  20%  to  30%. 


Q.     How  are  rent  payments  determined? 

A.  The  monthly  rent  payments  depend  upon  the  total  amount  of 
the  financing  for  a  property  and  the  prevailing  interest  rates. 

The  total  financing  for  each  property  will  usually  equal  the 
cost  of  the  property,  an  administrative  charge,  a  bond  reserve 
fund  and  a  pro  rata  share  of  the  cost  of  issuing  the  MIFA  bonds 
and  closing  the  bank  loan. 

The  interest  rate  on  the  financing  is  determined  in  large  part 
by  tax-exempt  interest  rates  prevailing  at  the  time  of  closing. 
While  tax-exempt  bond  markets  fluctuate,  they  have 
historically  offered  the  lowest  cost  of  funds  available. 


Q.    Will  the  lease  or  rent  payments  ever  go  up? 

A.  No.  MassCare  Capital  is  using  long  term  fixed  rate  tax-exempt 
bonds  to  purchase  the  properties.  The  providers  make  fixed, 
monthly  lease  payments  to  MassCare  Capital  over  20  years. 
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Q.    What  are  the  major  conditions  of  the  lease? 

A.  In  addition  to  agreeing  to  pay  a  fixed  monthly  rent,  the 
provider  agrees  under  the  lease  to  continue  to  provide 
appropriate  human  services,  to  maintain  the  property,  and  to 
not  use  the  property  for  other  than  tax-exempt  purposes. 


Q.    What  type  of  security  is  likely  to  be  required? 

A.  The  financing  is  secured  by  ownership  of  the  properties  and  by 
a  security  interest  in  the  provider's  contracts  with  state 
agencies. 

Q.    What  are  the  costs  associated  with  participating  and  who  covers  those 


costs? 


A.  The  costs  of  participating  include  the  issuance  costs  of  selling 
the  MIFA  bonds  and  the  closing  costs  on  the  conventional 
bank  loan.  Each  provider  pays  a  pro  rata  share  of  these  costs 
as  part  of  their  rent  payments  over  20  years. 

In  addition,  each  provider  contributes  to  a  debt  service  reserve 
fund  which  gives  bondholders  greater  assurance  of  payment 
on  the  bonds. 


Q.    Are  there  any  other  costs  that  are  paid  by  the  provider? 

A.  Certain  out-of-pocket  expenses  are  paid  at  the  bond  closing  by 
each  provider.  These  include  the  human  service  organization's 
own  lawyer's  fees,  any  necessary  environmental  impact  studies 
(e.g.  M.G.L.  Chapter  21 E),  a  security  deposit,  and  (if  necessary) 
the  cost  of  an  appraisal,  inspection,  and  other  miscellaneous 
items.  Under  certain  circumstances,  some  of  these  expenses 
may  also  be  financed  through  the  program. 
Q.    What  happens  at  the  end  of  the  lease? 


A.  One  of  the  primary  advantages  of  this  program  isthat  it  gives 
a  human  service  provider  the  opportunity  to  own  its  property 
at  the  end  of  the  lease  term.  At  that  time,  MassCare  Capital 
will  transfer  ownership  of  the  property  to  the  human  service 
organization,  if  the  provider  has  been  in  compliance  with  its 
contracts  and  has  committed  to  continue  providing  services 
for  5  years. 

Upon  such  a  transfer,  the  provider  benefits  from  any 
appreciation  in  property  value  over  the  years. 


Q.    By  participating  in  a  financing  "pool",  is  each  provider  responsible  for 
the  rent  payments  of  others  in  the  pool? 

A.  No.  Each  provider  is  responsible  only  for  its  own  rent 
payments,  the  maintenance  of  its  own  property  and 
compliance  with  the  terms  of  its  contracts  with 
Commonwealth  agencies. 


Q.     Does  each  provider  need  its  own  lawyer? 

A.  Yes.  Each  provider  needs  its  own  lawyer  to  act  as  corporate 
counsel  and  to  handle  the  real  estate  matters,  including 
environmental  issues  if  any  exist.  Providers'  counsel  should 
have  familarity  with  tax-exempt  bond  financings. 

One  law  firm  serves  as  bond  counsel  for  the  financing  pool  (i.e. 
represents  the  bond  purchasers).  This  firm  documents  the 
issuance  of  the  bonds  and  renders  its  opinion  regarding  the 
tax-exempt  status  of  the  bonds. 


Q.     How  long  does  the  financing  process  take? 

A.  Once  MIFA  receives  substantially  completed  applications,  the 
process  takes  approximately  8  to  1 2  weeks.  Because  the 
program  documentation  is  standardized,  exact  timing 
depends  on  the  participants  in  each  pool  completing  their 
applications  and  delivering  the  necessary  documentation. 

All  completed  applications  are  presented  on  a  regular  monthly 
basis  to  the  MIFA  Board  of  Directors  for  approval. 


Q.    What  documentation  is  needed? 


The  tasks  that  take  the  most  time  and  should  be  started  as 
early  as  possible  are  the  appraisals  of  the  properties  and,  for 
non-residential  properties,  environmental  surveys  (as  required 
under  M.G.L  Chapter  21E).  MIFA  has  engaged  an 
independent  appraisal  firm  to  make  the  appraisals,  and  will 
also  assist  providers  in  finding  appropriate  consultants  to 
conduct  environmental  surveys.  Properties  used  for 
residential  purposes  do  not  usually  require  environmental 
surveys. 


Q.    What  is  the  first  step? 


A.  Each  interested  provider  should  contact  the  Office  of 

Purchased  Services  --  617-727-2040  -  for  an  informal  review  of 
the  program  and  to  discuss  eligibility. 

Each  provider  should  then  send  a  letter  describing  its 
proposed  project,  cost  estimates,  state  contracts,  and  a  time 
line  to:  Executive  Office  for  Administration  and  Finance, 
Office  of  Purchased  Services,  State  House,  Room  54,  Boston, 
MA  021 13.  After  a  review  by  the  Commonwealth  and  MIFA, 
the  provider  will  be  sent  an  application  with  further 
instructions. 
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Human  Service  Provider  Lease  Program 

Case  Study 

In  November  1988,  MIFA  competed  the  first  pooled  financing  under 
the  Provider  Lease  Program.  The  $8,565,000  financing  covered  properties 
leased  to  Project  Triangle  (Maiden);  South  Shore  Mental  Health  Center 
(Quincy);  The  Attleboro  Area  Youth  and  Family  Services;  and  the  Lutheran 
Child  and  Family  Services  of  Massachusetts  (Framingham). 

The  financing  funded  property  costs  ranging  from  $750,000  to  nearly 
$5  million.  It  involved  a  variety  of  projects  and  included  the  financing  of 
office  condominiums  used  for  program  sites,  the  financing  of  a  new 
headquarters  building  and  the  refinancing  of  residential  care  centers. 

Approximately  $7,280,000  of  the  financing  (85%)  was  funded  by 
MIFA  tax-exempt  20-year  bonds  with  a  fixed  rate  of  8.4% .  The  bonds  were 
sold  in  a  limited  public  offering,  underwritten  by  Lazard  Freres  &  Co.  and 
The  First  Boston  Corporation. 

Approximately  $1,285,000  of  the  financing  (15%)  was  funded 
through  a  bank  loan  made  by  Eliot  Bank,  representing  a  significant  private 
sector  commitment  to  the  program. 

In  addition  to  the  $8,565,000  devoted  to  property  acquisition  and 
refinancing,  MIFA  issued  $430,000  of  5-year  taxable  bonds  in  order  to  cover 
the  cost  of  certain  expenses  of  the  financing  and  part  of  the  debt  service 
reserve  fund.  (The  total  blended  interest  rate  on  the  three  components  of 
the  financing  was  10%) 

These  four  human  service  providers  are  making  fixed,  monthly  lease 
payments  to  MassCare  Capital  for  20  years.  MassCare  Capital  uses  that 
money  to  pay  off  the  bonds  and  the  Eliot  Bank  loan.  At  the  end  of  20  years, 
ownership  of  the  property  will  be  transferred  to  each  of  these  four 
providers,  who  will  benefit  from  any  appreciation  in  value  over  the  years. 
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Financing: 


Rent  Payments: 


Massachusetts  Industrial  Finance  Agency 

MassCare  Capital  Inc. 

Not-for-profit  providers  of  cultural,  educational 
and  other  social  and  rehabilitative  services  under 
contracts  with  agencies  of  the  Commonwealth  of 
Massachusetts. 

MIFA  issues  bonds  and  structures  a  conventional 
loan  to  cover  all  costs  associated  with  the 
Provider's  real  estate  project.  This  money  is 
loaned  to  MassCare  Capital  which  purchases 
properties,  and  in  turn,  leases  these  properties  to 
providers  for  a  term  of  20  years. 

Real  estate  currently  owned  or  rented  by  the 
Providers,  or  new  project  sites. 

MIFA  tax-exempt  bonds:  20  year  fixed  rate  tax- 
exempt  term  bonds  covering  85%  of  property 
costs,  including  bond  reserve  funds  and  costs  of 
issuance. 

Second  mortgage:  10-year  fixed  rate  conventional 
financing  (arranged  by  MIFA)  covering  up  to  1 5% 
of  property  costs. 

MIFA  taxable  bonds:  5-year  fixed  rate  taxable 
bonds  to  cover  certain  initial  transaction  expenses 
and  to  fund  an  appropriate  bond  reserve  fund. 

Fixed  monthly  rent  payments  over  the  20-year 
lease  term. 
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Massachusetts  Industrial  Finance  Agency 

Since  1978,  the  Massachusetts  Industrial  Finance  Agency  (MIFA)  has 
been  an  important  partner  to  the  Massachusetts  business  and  non-profit 
communities.  Across  the  Commonwealth,  enterprises  have  expanded, 
renovated,  modernized  and  created  employment  by  using  programs  offered 
by  the  Agency. 

As  an  independent  public  agency,  MIFA  serves  as  a  bridge  between 
the  Commonwealth's  public  and  private  sectors.  With  the  statutory 
authority  to  issue  bonds,  insure  loans,  and  make  direct  loans,  MIFA  employs 
a  variety  of  techniques  to  spur  investment  in  the  state.  The  Agency  has 
issued  over  $4.6  billion  in  tax-exempt  and  taxable  bonds  to  finance  over 
2200  manufacturers,  commercial  projects  and  non-profit  institutions.  These 
financings  have  helped  create  an  estimated  78,000  jobs. 

MIFA  has  been  a  national  leader  in  creating  finance  structures  and 
programs  which  provide  smaller  businesses  and  institutions  access  to  capital 
markets  normally  available  only  to  much  larger  companies.  MIFA  has  sold 
bonds  in  public,  commercial  paper,  pension  fund  and  private  placement 
markets  -  all  on  behalf  of  clients  who  would  not  otherwise  be  in  a  position 
to  obtain  financing  in  these  markets. 

Recently,  the  Massachusetts  State  Legislature  has  twice  voted  to 
significantly  broaden  MIFA's  financing  authority.  In  July  1987,  a  new  law 
enhanced  the  scope  of  the  Agency's  taxable  bond  program,  allowing  MIFA 
to  bundle  its  loans  to  create  bond  issues  of  a  size  necessary  to  gain  broad 
access  to  the  capital  markets.  In  January  1988,  additional  legislation  greatly 
expanded  MIFA's  ability  to  finance  non-profit  educational,  cultural,  and 
health  care  institutions. 

MIFA's  bonds  are  not  backed  by  the  general  obligation  of  the 
Commonwealth.  The  Agency  receives  no  state  funding. 
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Office  of  Purchased  Services 
Executive  Office  for  Administration  and  Finance 

Twenty  years  ago,  the  Commonwealth  of  Massachusetts  turned  to 
private,  tax-exempt  community  agencies  for  help  in  meeting  the  burgeoning 
demand  for  community-based  social  services.  In  the  intervening  years, 
purchase  of  service  (POS)  has  become  the  preeminent  method  of  caring  for 
the  Commonwealth's  neediest  citizens.  Consequently,  there  is  now  a 
growing  interest  in  strengthening  the  provider  system.  The  Office  of 
Purchased  Services  (OPS)  was  established  with  a  legislative  mandate  to 
"...implement  a  consistent,  efficient  and  accountable  system  for  agencies  of 
the  Commonwealth  which  contract  for  social  and  rehabilitative  services..." 

OPS  has  developed  an  "Agenda  for  POS"  which  reflects  a  broad  and 
enduring  consensus  among  service  providers,  state  agencies,  advocates, 
legislators  and  private  foundations. 

The  Agenda  rests  on  four  cornerstones:  1)  replacing  annual  contracts 
with  3-5  year  contracting  cycles;  2)  changing  the  methodology  used  to 
determine  payments  to  providers  and  instituting  uniform  financial  reports 
and  audits;  3)  developing  methods  to  insure  the  proper  capitalization  of  the 
provider  network;  and  4)  creating  an  "Institute  for  Community-Based 
Services"  to  foster  the  profession  of  human  service  management. 
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Executive  Office  of  Human  Services 

The  Executive  Office  of  Human  Services  was  established  in  1970  and 
is  the  largest  of  the  1 2  executive  offices  in  the  governor's  cabinet.  EOHS 
oversees  17  state  agencies  (including  the  Departments  of  Mental  Health, 
Mental  Retardation,  Public  Health  and  Social  Services),  most  of  which 
contract  with  outside  providers. 

The  services  that  EOHS  agencies  purchase  from  providers  include 
residential  treatment  and  other  services  for  people  with  mental  illness  and 
mental  retardation,  day  care,  foster  care,  family  services  and  counseling, 
early  intervention,  drug  and  alcohol  treatment,  and  family  health  programs. 

The  system  has  grown  rapidly:  in  1971,  state  agencies  spent  $25 
million  to  purchase  privately  provided  human  services;  in  1989,  the  state  will 
spend  over  $800  million  for  these  contracted  services.  This  system  includes 
more  than  1 300  providers  and  5000  separate  contracts. 
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Massachusetts  Industrial  Finance  Agency 

400  Atlantic  Avenue 

Boston,  Massachusetts  02110 

617-451-2477 


